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South Africa is a developing country riddled with high levels of unemployment. SMEs 
hire more than 50% of the workforce, and therefore adequate protection and support of 
these firms is crucial. The goal of this research is twofold: Firstly, to identify the 
determinants of business insurance take-up by SME owners. Secondly, to determine 
whether business insurance and firm performance are positively and significantly related. 
A probit model is used to determine the probability of business insurance take-up and a 
multiple regression is run to identify the effect of business insurance on firm 
performance. An IV is also run to control for potential endogeneity. Race, funeral and 
life insurance, education, personal income and size of the firm are key factors 
determining insurance take-up. Business insurance is found to be positive and statistically 
significant in both the OLS and IV regressions suggesting that business insurance 
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Introduction   
 
A key challenge facing the South African economy is the high level of unemployment. 
The government views small and medium enterprises (SMEs) as key to economic growth 
and development. SMEs contribute to around 40% of the country’s gross domestic 
product and employ more than half of the private sector workforce (Department of 
Trade and Industry- DTI, 2011). Therefore these enterprises need to be supported in 
order for them to grow and boost the economy where possible. The provision of 
business insurance to this sector is a possible measure of protection.  
 
Insurance can be used to protect firms and individuals against adverse shocks. Data from 
a FinScope survey on SMEs in South Africa, conducted in 2010, is used.  This paper 
attempts to identify the factors that determine whether an SME has business insurance 
and, if it does, what impact does this have on the firm’s performance. There is a limited 
amount of literature and empirical research examining SMEs and business insurance. 
Whilst there is literature on risk mitigation strategies (Barr (1993), Alderman and Paxson 
(1994), Morduch (1999), Dercon, Bold and Calvo (2002)) and research has been 
conducted to test the theory in the informal sector (Udry (1994), and Gine, Townsend 
and Vickery (2008))- the research in this area is nascent.   
 
The work here focuses on the demand side factors of business insurance to SMEs but 
the supply side factors should not be overlooked. Many business owners have limited 
knowledge about what insurance is let alone what is available to them. The lack of 
education plays a significant role in the low take-up of business insurance. Gollier (2002) 
noted in his paper that the lack of understanding of insurance by a large portion of 
vulnerable individuals and households in developing countries has an important negative 
impact on their welfare. The largest challenge identified by potential insurers, in research 
conducted for FinMark Trust (2007), is to come to grips with the fact that they may pay 
for the rest of their lives to protect themselves from adverse shocks but may never have 
to claim- essentially “paying for nothing”. These individuals may also be considered high-
risk for insurance companies, hence, it may be insurance companies who are unwilling to 














The rest of the paper is structured as follows. Section 1 provides a summary of literature 
on insurance and risk mitigation. It focuses on giving a brief overview of SMEs in South 
Africa. The South African insurance industry is also discussed, explaining the current 
industry and introducing the future of micro-insurance. The underlying theory regarding 
risk and insurance is set out. Risk mitigation strategies and empirical research are also 
discussed in this section. Section 2 describes the data and methodology used in this 
research. Section 3 presents the descriptive statistics on the data and Section 4 analyses 
the results. The paper is concluded in Section 5.  
 
 
1. Literature Review 
1.1 SMEs in South Africa 
The focus of this research is on SMEs (small and medium enterprises) and determining 
what the probability of these firms purchasing business insurance is and what impact this 
purchase has on firm performance. It is thus important to understand what SMEs are, 
what role they play in the economy and why insurance could play a crucial role in 
protecting them. There is no generally agreed or universally accepted definition of SMEs. 
For example, the Organisation of Economic Co-Operation and Development (OECD) 
define them as firms with less than 500 employees while according to Standard Bank of 
South Africa they are firms with turnover of between R150 000 and R5 million. (Falkena, 
Abedian, Blottnitz, Coovadia, Davel, Madungandaba, Masilela, and Rees, 2001). For the 
purpose of this study the definition from the FinScope 2010 Survey will be used where 
SMEs are businesses in South Africa whose owners are 16 years and older and which 
have less than 200 employees. 
 
The South African government views SMEs as a major promoter of economic growth 
and development (DTI, 2011). As well as being a driver of economic growth, SMEs are a 
source of innovation and new ideas as they are spread over many sectors in the economy 
(Small Business Project, 2008). SMEs have proved successful in employing more than 
half of the private sector’s workforce and contributing to roughly 40% of the country’s 
gross domestic product (Falkena et al, 2001). There is thus an important place for SMEs 













economies worldwide is carried out by SMEs. This highlights another reason why the 
government places an increasing amount of attention on and provides support for SMEs 
as they are seen as a gateway to increased job creation. The Department of Trade and 
Industry (DTI) implements SME related policies, ensuring that sufficient financial and 
non-financial assistance is awarded. (DTI, 2011). 
 
Despite the importance of SMEs in South Africa and globally, SMEs face risks ranging 
from theft and fire to employee liability and therefore need protection (Standard Bank, 
2012). Business insurance is a potential measure that can be put in place to protect these 
firms from adverse shocks and increase their long-term sustainability and firm 
performance. There is a strong insurance market in South Africa, with the four largest 
players in the industry being: Mutual & Federal, Zurich, Sanlam and Hollard- with a 
combined market share of 59.2% in 2010. (KPMG, 2011). 
 
1.2 Insurance 
A clear understanding of how insurance works is of course relevant here. Individuals take 
out insurance policies to protect themselves or their property against potential loss or 
damage. Insurance companies pay individuals for losses incurred in exchange for 
periodic premium payments. (Insurance Bureau of Canda- IBC, 2012). The total amount 
of claims is usually lower than the level of premiums therefore claims should always be 
paid out. However, when a large portion of policyholders make claims at the same time- 
perhaps after a natural disaster- an insurance company may have insufficient funds to pay 
out all its policyholders (IBC, 2012). To protect themselves from these situations 
insurance companies purchase reinsurance (insurance for insurance companies), which 
acts as additional protection against large losses. (Mossin, 1968). 
 
The underlying theoretical model of insurance is explained clearly in Mas-Colelle et al 
(1995) and Raviv (1979) and shows how insurance helps to protect individuals from 
potential loss. The problem is set out as follows: An individual has a certain level of 
initial wealth, w, but could face a loss, D, with a given probability, π. The individual can 
purchase insurance to protect himself or herself against potential loss. Every unit of 
insurance costs a predetermined amount, q. The amount of insurance purchased, say α, is 













units of insurance his wealth will be w – qα should no loss occur and w – qα – D + α 
should the loss arise. (Mas-Colell et al, 1995). With no insurance the individual would 
have wealth of w – D should the damage occur. In order for the individual to decide in 
favour of purchasing insurance his wealth with insurance must be at least that of what his 
wealth would be if no insurance is purchased. The decision maker must choose an 
optimal level of α so as to maximize his expected utility.1 (Mas-Colell et al, 1995). 
 
The insurer is of course interested in finding the maximum premium the individual is 
willing to pay. The premium charged increases with the probability of the loss arising and 
the size of the loss. With general risk aversion the maximum premium the insured is 
willing to pay is greater than the actuarial value of the loss. (Mossin, 1968). If the 
premium is actuarially fair/favorable then it is optimal to purchase full cover (Mossin, 
1968)2. In order for actuarial markets to exist there must be positive demand, it must be 
technically possible to supply insurance and insurance must be supplied at a price that 
the individual is willing to pay (Barr, 1993).  
 
One of the main reasons that individuals seek insurance is because they are risk averse 
and seek to protect themselves against uncertain risky events. A formal explanation of 
risk aversion is provided. In the study of choice under uncertainty the basic object of 
choice is a lottery- a probability distribution over a set of possible outcomes (Mas-Colell 
et al, 1995). Individuals tend to be risk-averse and seek protection from uncertainty 
through the diversification of risk across individuals and firms. A person is said to be 
risk-averse if they prefer the expected value of a lottery to the lottery itself and have a 
concave utility function (Mas-Colell et al, 1995). A risk-loving individual on the other 
hand prefers any lottery to its expected value and a risk-neutral individual is indifferent 
between the two (Mas-Colell et al, 1995). The Arrow-Pratt coefficient of absolute risk 
aversion allows us to determine whether one individual is more risk averse than another.3 
The primary method one can hedge against risk is through an insurance policy (Raviv, 
1979).  
 
                                                        
1 See Mas-Collel et al (1995) for the maximization problem. 
2 See Mas-Collel et al (1995) or Mossin (1968) for the proof. 
3 Risk aversion is calculated taking the first derivative of the individual’s utility function, dividing it by its 
second derivative and multiplying it by negative 1. The more risk-averse an individual is the larger the 













1.2.1 Insurance in South Africa 
With the understanding of how insurance works, investigating the insurance industry in 
South Africa is relevant. This will highlight where the insurance market for SMEs lies, 
how the micro-insurance industry is to be developed and what products are currently 
available to these firms. Insurance provision in South Africa is divided into 2 groups, 
short-term and long-term insurance. Long-term insurance consists primarily of life, death 
and disability insurance. On the other hand short-term insurance, which is of interest in 
this research, includes for example motor, property, accident and health insurance. 
(Financial Services Board- FSB, 2009). There are two relevant Acts, the Long-Term 
Insurance Act 52 of 1998 and the Short-Term Insurance Act 53 of 1998, governing the 
insurance industry in South Africa. The Financial Services Board (FSB) is the primary 
regulatory body responsible for the supervision of non-banking financial services. The 
Ombudsman for Short-Term and the Ombudsman for Long-Term Insurance were setup 
to mediate disputes that may arise between insurance companies and policyholders 
regarding insurance contracts (Ombudsman for Short- and Long Term Insurance, 2012).  
 
In February 2011 the National Treasury was quoted as saying: “To promote sustained 
economic growth and development, South Africa needs a stable financial services sector 
that is accessible to all.” Although, there has been a great deal of success in the credit 
industry for the informal sector, inclusion into the insurance industry has proved more 
difficult. Until recently the main focus was on short-term and long-term insurance and 
little attention was paid to the lower income bracket through the provision of micro-
insurance. According to the National Treasury (2011) there are three areas that need to 
be addressed: better access to affordable insurance products to meet individuals’ risks; 
ensuring that consumers match the products they buy with the insurance they need; and 
stronger consumer protection (National Treasury, 2011). The National Treasury 
forthcoming Micro-Insurance Act will rest on 5 pillars; financial stability, consumer 
protection, better access to financial services, improved regulation and coordination and 
greater understanding. (National Treasury, 2011). 
 
The new Micro-Insurance Act is to be introduced to achieve the above objectives of the 
National Treasury, which will allow for the licensing of new categories of insurers that 
can provide only micro-insurance. (National Treasury, 2011). There are two goals that 













are demanded by the low-income market. Secondly, it should enable a larger range of 
micro-insurers to enter the market with straightforward distribution methods and 
simplified regulation requirements. (National Treasury, 2011). 
 
It is clear that there is a lack of insurance for lower income households and businesses. 
However, insuring small businesses for unforeseen risk is seen as crucial for its success 
(Standard Bank, 2012). Some insurance providers that have identified this gap in the 
market have designed policies aimed at small and medium business owners. Two policies 
provided by South African insurance institutions are discussed. Standard Bank together 
with Standard Insurance Limited has released a new product called Business Insurance 
which is designed for SMEs. This is a packaged insurance policy aimed at SMEs with a 
maximum turnover of R10 million. The policy cover includes a range of covers- for 
example: fire, business interruption, accidental damage, electronic equipment, theft and 
others. It eliminates the need to take out individual policies for different areas of the 
business. (Standard Bank, 2012). The second example is Mutual & Federal. They offer 
SMEs protection against large liabilities with Umbrella Liability, which is an optional 
extra available under some of their main policies. They too offer a wide range of cover 
from fire and theft to motor insurance and employer liability. (Mutual & Federal, 2010).   
 
1.3 Risk Mitigation Strategies 
A number of reasons are suggested for the lack of insurance provided to the poor, 
Dercon et al (2007) highlight some of the important factors. Asymmetric information, 
which occurs when one party to an agreement is better informed than the other, is seen 
as one of the main obstacles. Two problems arise due to information asymmetry namely: 
adverse selection and moral hazard (Barr, 1993). Adverse selection, ex ante, arises before 
the financial transaction takes place because risky individuals are more likely to seek 
insurance. On the other hand, moral hazard, ex poste, occurs after the financial 
transaction takes place. Individuals engage in risky behaviour if the gains are potentially 
high after they have received the insurance. (Barr, 1993). 
 
There are also enforcement problems, as the poor are not usually participants in the 
formal economy. Transaction costs are high for the poor because they usually prefer 
frequent payments of small instalments to pay their premium. (Dercon et al, 2007). Poor 













risk- risk that is correlated across many individuals- is another hindering factor in the 
provision of insurance to the poor. (Dercon et al, 2007). Barr (1993) adds to the list of 
reasons for difficulties in providing insurance to the poor, stating that the poor have less 
access to insurance markets, savings and credit and a lot of risk faced by the poor cannot 
be actuarially priced because of the lack of data on the individual or because the risks 
they are faced with are unknown (Barr, 1993).  
 
It is clear that insurance could be used to protect SMEs from unfavorable risky situations 
but there are valid reasons for the limited supply. Therefore if these firms are not offered 
formal insurance they must adopt alternative risk mitigation strategies. A highly topical 
area in development economics is related to how well these individuals are able to 
mitigate the adverse effects of income risk (Alderman et al, 1994). There are two primary 
strategies employed to deal with risk- risk management and risk coping. Risk 
management involves the diversification of income across a portfolio of occupations. 
(Alderman et al, 1994). Risk coping on the other hand relates to consumption smoothing 
given income fluctuations. Risk-averse individuals may combine the above methods in an 
attempt to diversify against risk. (Alderman et al, 1994). 
 
The informal sector is able to develop c ping strategies that are not provided by the 
market or the state through private mechanisms. Several examples of these strategies are 
mentioned. Informal insurance involves the reciprocal exchanges of gifts and loans. 
Asset management includes drawing down on savings and selling physical assets when 
needed. (Morduch, 1999).  The management of risk associated with changes in income is 
another strategy that is adopted- examples of which are diversification of occupation, 
migration of some members of the household and increasing income-generating 
activities. (Morduch, 1999).  Despite these being some of the main sources of protection 
against risk research has shown, according to Morduch (1999), that they are weak and 
provide inadequate protection for the poor. The disadvantages associated with these 
strategies are that they involve the sacrifice of expected income, they render incomplete 
protection and these individuals have insufficient suitable assets and are vulnerable to 














1.4 Empirical Research  
There is limited empirical research on how business insurance affects the informal sector 
or SMEs. However, two prominent economists, Udry and Townsend, have done 
research on insurance provision in developing countries. Udry (1994) conducted a year 
long study in Zaria Nigeria primarily investigating ex ante mechanisms used by risk-
averse households to minimize the variance in their income. The primary focus was to 
determine how state-contingent loans affect risk-pooling strategies. Udry (1994) found 
that borrowers and lenders engaged in risk pooling through state-contingent loan 
repayments. He found that one of the primary incentives to borrowing in agricultural 
societies was to smooth consumption when faced with fluctuating income. It was shown 
that individuals borrow more when they are faced with adverse shocks and lend more 
when they are in a more favorable position. (Udry, 1994). 
 
A more recent study conducted by Townsend, Gine and Vickery (2008) centered on 
rainfall insurance in India. With the apparent increase in insurance markets in the 
developing world there is a need for mechanisms for smallholder farmers to hedge 
against agricultural risk such as drought, disease and commodity price fluctuations. 
Extreme weather patterns tend to affect all households in a community thus rendering 
risk-sharing activities ineffective. Townsend et al’s (2008) research focused on a rainfall 
insurance product that was offered to smallholder farmers in Andhra Pradesh, southern 
India.  
 
Townsend et al (2008) attempted to identify the determinants of household insurance 
take-up and investigate the reasons why some households were unable to participate in 
this insurance market. The results showed that households that planted a large amount of 
the crops on which the contracts were based were more likely to purchase the insurance 
policy. Take-up rates were higher in wealthier households and lower in households that 
were credit constrained. The results suggest the lack of take-up was due to individuals 
being uncertain or lacking understanding of the insurance product therefore lowering 
their trust in the vendor and purchasing less insurance. (Townsend et al, 2008). 
 
FinMark Trust conducted a study in 2007 assessing risk management amongst the poor. 
The aim was to identify the underlying principles of micro-insurance in the lower income 













insurance. Those with no formal insurance had alternatives they used when faced with 
loss such as buying new items with their own money, taking out loans or buying on the 
second hand market. Others stated they would have to start over if they experienced loss. 
(FinMark Trust, 2007). FinMark Trust’s (2007) research is interesting as it gives a clear 
picture of the perceptions of people regarding insurance. Respondents appeared to 
understand the concept of insurance and had the opinion that if you can afford insurance 
“it would make life easy” (FinMark Trust, 2007).  
 
The primary reasons stated for taking out insurance for those who had it was mainly 
because it was offered to them by the sales assistant at the retail store where they 
purchased the item, it was a requirement of the bank (for example when taking out a 
home loan) and because some were aware of the risk and products available to protect 
themselves. (FinMark Trust, 2007). On the other hand, where people did not have 
insurance it was because they were unaware of the benefits, it was seen as unaffordable, 
they viewed their possessions as not being of significant value, it was not seen as the 
norm or culture and because of a lack of general knowledge related to insurance 
(FinMark Trust, 2007).  
 
1.5 Concluding Remarks on the Literature 
The literature presented above highlights the importance of SMEs in the South African 
economy, contributing significantly to GDP and employment. Insurance is suggested to 
be a possible measure to protect SMEs and ensure sustainable development. The 
theoretical background on how insurance works is provided to understand the benefits 
of insurance. Individuals purchase insurance because they are risk averse and use it to 
deal with uncertainty. Research suggests that low-income markets are under-insured. 
Several explanations are provided from the demand- and supply-side; examples include 
lack of knowledge about insurance and asymmetric information respectively. Risk 
mitigation strategies are implemented when insurance is not available. The South African 
government has acknowledged the growing market for micro-insurance and is 
formulating appropriate regulation to support it.  
 
There is limited empirical research on insurance provision to the informal and low-
income markets. From the limited empirical research discussed above three conclusions 













own risk mitigation strategies. To minimize income variance individuals engage in risk 
pooling exercises through borrowing and lending (Udry, 1994). Secondly, the factors that 
determine insurance take-up were identified and conclusions about the lack of take-up 
(due to uncertainty, lack of understanding and lack of trust) and which individuals are 
more likely to purchase insurance (wealthier households) were made (Townsend et al, 
2008). Lastly, the perception of lower income households regarding insurance is 
identified (FinMark Trust, 2007).   
 
The question that remains is how does insurance affect a firm’s performance and what 
are the factors that affect a person’s decision to take up business insurance. The literature 
highlighted several reasons for individuals taking out insurance. Most importantly it is 
because individuals are risk averse. Individuals purchase insurance if their wealth is at 
least that of what it would be if no insurance is purchased (Mas-Colell et al, 1995). 
Individual risk-mitigation strategies can and are adopted by lower income households, 
however it has been found that they provide inadequate protection and are weak 
(Morduch, 1999). The literature thus shows that there should be a demand for business 
insurance by SMEs. This research is therefore relevant as it attempts to gain insight on 
the provision of business insurance to SMEs in South Africa. Two questions are 
addressed in the paper: Firstly, what are the determinants of business insurance take-up 
by SMEs, and secondly, to examine the effect that business insurance has on firm 
performance. Through answering these two questions one is able to identify the market 
for business insurance and determine whether it impacts firm performance and growth.  
 
 
2. Data and Methodology 
2.1 Data 
The data for the study was obtained from the FinScope Small Business Survey conducted 
in 2010. FinScope was setup by FinMark Trust to study how consumers view financial 
services on a sample in South Africa. It studies the roles of both the informal and formal 
sector in financial markets. The objectives of the survey were to describe the size and 
scope of the small business sector and to identify development and financial needs of 













aimed at looking into the levels of financial inclusion and to determine what barriers 
existed in this sector (FinScope, 2010).  
 
FinScope conducted 5676 face-to-face interviews with business owners. The sample of 
businesses interviewed was representative at the national, provincial and urban-rural level 
(FinScope, 2010). Sampling was conducted on a primary and secondary basis. The 
former selected 1000 businesses using a probability proportional to size approach 
identifying the enumerator area, while the latter chose households within the enumerator 
area matching the selection criteria (FinScope, 2010). Respondents were then selected at 
random from the qualifying sample and six interviews on average were conducted in each 
enumerator area (FinScope, 2010). Data from the survey however does not include 
weights. Data is usually weighted to make statistics from the data set more representative 
of the true population; it helps to compensate for potential over-sampling or under-
sampling and disproportionate stratification (Population Research Institute, 2008).   
Unfortunately no weights were made available or constructed for the survey.  
 
Business insurance is the key variable of interest, consisting of both business and 
portable insurance. Business insurance includes insurance for: business contents such as 
office equipment, specialized tools and machinery, property/structure of business 
premise, accidental damage of goods in transit, legal assistance, crop insurance, loss of 
earnings insurance, professional indemnity cover and liability. Portable effects insurance 
includes: cell phone insurance and jewelry, camera and watch insurance. Portable 
insurance is included in business insurance as it covers cellphone insurance, which is 
likely to play a significant role in business operations. 
 
To investigate the SME sector in South Africa the data is manipulated in three distinct 
ways. Firstly, cross-tabulations are used to generate the summary statistics. The second 
approach is to determine what factors determine the probability of business insurance 
take-up in this sector. This was done using a probit model. Lastly, the effects of business 
insurance on firm performance are investigated. The firm’s monthly turnover is used as a 














2.2 Methodological Approach   
Probit models are appropriate to use when one is dealing with the probability of an event 
occurring- in this case the probability of SMEs in South Africa purchasing business 
insurance. The decision to take up insurance depends on an unobservable utility index, 
known as a latent variable, determined by one or more explanatory variables (Gujarati et 
al, 2009). The explanatory variables used here include both individual (the owner of the 
SME) and firm characteristics that may influence whether an SME has business 
insurance or not. If the SME has business insurance the dependent variable will equal 1, 
if not it will equal 0. What is of interest in this research is to determine what factors 
affect business insurance take-up in order to establish the market for business insurance 
and to identify issues that need to be dealt with in order to promote insurance to SMEs.   
 
In this research a probit model is used to examine the effect of individual- and firm- 
specific characteristics on the probability of having business insurance. The probit model 




INSUR*i will equal 1 if INSURi* > 0, indicating that the business owner holds some 
business insurance and will equal 0 if INSURi* = 0. Individual and firm characteristics 
are used to determine the likelihood of taking up business insurance. The individual 
characteristics are captured in  and include: gender, race, age, marital status, education, 
income4 and life and funeral insurance. The firm characteristics are represented by and 
include: size of the firm (using number of full-time paid employees as the measure for 
firm size), how the firms’ premises were acquired, year the firm began (as a measure of 
the firm’s age), province, area, net profit, turnover 5  and business function 6 . The 
disturbance term is , where ~N (0, σ2). 7 
                                                        
4 30% of the sample refused to answer or did not know what their personal income was. Income was a 
categorical variable where respondents were asked what bracket their personal income fell in, thus in order 
to form a continuous variable the mid-point of each income bracket was taken. The levels of personal 
income are the owner’s monthly personal income. 
5 Net profit and turnover are the SME’s monthly rates.  
6 The referent variables for the dummies were as follows: gender- female, race- African, marital status- 
married, education- degree, how the premises were used- owned, province- Gauteng, area- urban formal 
and business activity- selling something in the same form it was bought. 
7 Multicollinearity may be present in the probit model, independent variables may be correlated with one 















From the literature review it is clear that low-income individuals and firms- including 
SMEs- face serious adverse shocks that may affect their business dramatically. It is 
suggested that taking out insurance cover would allow these firms to mitigate the risk 
they are faced with and in the event of a negative shock the firm will not necessarily lose 
everything and will continue to perform its key functions. This however, is mere 
speculation and in order for firms to be interested in purchasing business insurance they 
will want to know if it would in fact improve their business performance. 
 
In an attempt to determine whether business insurance improves firms’ performance, a 
general multiple regression was used with the log of turnover as the dependent variable 
measuring firm performance.  
 




The above regression attempts to identify what are the key factors that affect the 
performance of SMEs in the sample. The log of turnover is used as the measure of firm 
i’s performance. The key variable of interest in this research is , the coefficient of 
business insurance of firm i (BUSi), to determine how take-up of business insurance 
affects turnover, if it does at all. The other explanatory variables are controlling for 
individual and firm characteristics that may affect firm performance. The individual 
characteristics include: gender (GENDi), race (RACEi), education (EDUi) and income 
(INCi); and the firm characteristics include: number of employees (EMPLi), whether the 
premises used are owned, rented or used for free (PREMi), year the firm began (YEARi) 
the province (PROVi) and area (AREAi) the firm operates in and what the primary 
business activity is (SELLji and SERVji)
8. 
 
The level of education of the SME owner is included because one would expect that with 
a higher level of education would positively impact firm performance measured by 
                                                        













turnover because of the skills and expertise acquired through education. The year the 
firm began is used as a measure of the age of the SME, it is expected that older firms, 
being more established in the industry thus having more knowledge and understanding 
about the market, perform better than new firms and would have a positive impact on 
turnover. The number of full-time paid employees is included as a measure of firm size 
in an attempt to identify whether larger or smaller firms are likely to perform better. How 
the premises are acquired (owned, rented or used for free) may impact the firm’s 
operations and consequently affect performance- for example if the premises are rented 
there may be restrictions of trade placed on the firm. Business activities are divided into 
sale and service activities. Sale activities include selling products: in the same form they 
are bought, after adding value, from nature, grown, received for free, from livestock and 
from animal by-products. Services include: professional, skilled, construction, tourism 
and other services. Depending on the firm’s business activity the level of turnover may 
differ. 
 
There is of course the potential problem of endogeneity in the above formulation. The 
problem arises because of the potential simultaneous relationship between turnover and 
business insurance. On the one hand, turnover is likely to increase the probability of an 
SME owner purchasing business insurance. Firms with higher turnover perform better 
and have more to lose if faced with an unfavourable shock and have the means to 
purchase business insurance to protect their firm. On the other hand, business insurance 
is likely to increase turnover because insurance acts as an added security and the firm will 
not necessary face large setbacks if adverse situations arise. Therefore business insurance 
is potentially correlated with the error term, violating a key assumption of ordinary least 
squares (OLS) that explanatory variables must be exogenous or uncorrelated with the 
error term. This renders OLS results inconsistent and the coefficient of interest is no 
longer unbiased. (Greene, 2008).  
 
A strategy that can be employed to deal with the problem of endogeneity is instrumental 
variables (IV)- a valid instrument for business insurance must be identified. From the 
data set two potential instruments that could be used are identified. Marital status is the 
first instrument using it as a measure of risk aversion, if a person is married they are likely 
to be more risk averse than someone who is not and would thus have a higher 













firm’s turnover. This however does not appear to be a fully plausible instrument as risk 
aversion is not necessarily the primary reason behind a person getting married.  
 
The other instrument identified, and preferred, is whether a person has funeral cover or 
not. Individuals with funeral cover are likely to have a similar risk-averse utility function 
to those with business insurance. Funeral cover is used a proxy for risk aversion and risk 
aversion is a good instrument for the take-up of business insurance. In South Africa 
funeral cover is the most common form of insurance policy held by low-income 
individuals and may be the gateway into the insurance market for this segment. Demand 
for funeral cover is pronounced in the lower income population and SME owners are 
likely to fall into this segment with the average personal income of SME owners being 
R4432.56 per month. Individuals with lower levels of income are often very risk-averse 
because they have very little and if they are faced with unfavorable situations they stand 
to loose everything and seek to protect themselves from uncertainty. Individuals hedge 
themselves against adverse shocks through purchasing insurance. Funeral cover is 
purchased because of the uncertainty of the timing of death, while business insurance is 
purchased because of the uncertainty of being faced with adverse situations that may be 
detrimental to the operations of the SME. Correlation between funeral cover and 
business insurance is therefore expected. Funeral insurance has no effect on a firm’s 
turnover. Therefore both instruments satisfy the two requirements of instrumental 
variables: correlation between the explanatory variable and the instrument and no 
correlation between the instrument and the error term (Greene, 2008).  
 
The process of instrumental variables occurs in two stages and is known as two stage 
least squares (2 SLS). In the first stage part of the explanatory variable, business 
insurance, that is uncorrelated with the error term is isolated- business insurance is 
regressed on the identified instruments and other individual and firm characteristics from 
the main regression and a predicted value for BUSi is calculated, i. In the second 
stage i replaces BUSi in the regression of interest and the dependent variable is then 
regressed on i and the other explanatory variables using OLS. The resulting estimate 
of the coefficient of i is known as the two stage least squares estimator and is a 























The dependent variable in the first stage regression is business insurance and in the 
second stage it is the log of turnover (the measure for firm performance). The 
explanatory variables are the same as in the general regression, except INSTRi is included 
as the instrument for business insurance- martial status and funeral cover- in the first 
stage regression. Funeral cover is the main instrument of interest.9  
 
 
3. Descriptive Statistics 
 
The descriptive statistics are used to draw a clear picture of the sample and identify any 
trends that may be present. SMEs were defined in the survey as businesses whose owner 
was 16 years or older and with no more than 200 employees. A total of 5676 individuals 
were interviewed- see Appendix 1. From the sample, females were more likely to own an 
SME, as they represented 55% of the respondents. The majority of the sample was 
classified as African- 69%, 13% white, 11% Coloured and 7% Asian. The average age of 
the business owners in the sample was 42. The majority of the sample had either a Matric 
or some form of high school education, 39% and 29% respectively. 18% of the sample 
had an education lower than high school and 14% had higher than a Matric. 
 
                                                        
9 There are several problems associated with IVs that should be acknowledged when using it. Examples of 
the downfalls of this method include high standard errors, the finite sample properties of IVs are 













The geographical location of respondents was relatively well spread with 20% from 
Gauteng, 16% from KZN, 13% from the Eastern Cape, 12% from the Western Cape, 
9% from Limpopo and the North West, 8% from Mpumalanga and the Free State and 
5% from the Northern Cape. The areas where the businesses were located were classified 
as follows: urban formal (60%), urban informal (8%), tribal (24%) and rural formal (8%).  
 
On average the businesses were started 32 years before the survey was conducted- in 
1978. This suggests that the SMEs that were surveyed are well established. Business 
activity in the sample population is dominated by three primary activities- selling 
something in the form it is bought (44%), selling something that the owner has added 
value to (11%) and rendering a skilled service (16%). The manner in which the SME uses 
the premises it operates from is also looked at. The majority of businesses, 60%, own the 
premises where they operate, 20% use the premise but pay no rent and 16% rent. The 
remaining 4% did not operate from specific premises.  
 
3.1 Comparison of Individuals with and without Insurance 
From the SMEs surveyed a quarter of respondents were noted to have some form of 
insurance. Of these 40% purchased business insurance. Tables 1 and 2 summarise the 
characteristics of the SME owners and the firms, comparing the baseline statistics of 
SMEs with business insurance to those without to give an indication of how the two 
groups differ from one another.  
 
There appears to be no gender variation in the preference for insurance, as an equal share 
of women relative to men purchase business insurance. With regard to race, the findings 
are more interesting; 62% of the sample population that takes out business insurance is 
White, 21% African, whilst Asians accounted for 10% of the take up rate and 7% was 
attributed to Coloureds. What is most interesting is that approximately half of the White 
individuals surveyed have business insurance, only 3% of Africans, 15% of Asian and 7% 
of Coloureds. What accounts for this extreme race differential? Demand- and supply-side 
factors could account for it. A potential explanation could be that insurance companies’ 
marketing strategies are not targeting or reaching the African population, therefore there 
is a limited supply to this segment. Additionally, insurance may not be widely accepted in 













strategies may be targeting Whites or Whites may be more exposed to insurance and 
therefore have a greater understanding of the industry. 
 
On average business owners taking out business insurance are older- 46 years old 
compared to the average age of individuals without insurance at 41 years old. Although 
the difference in age between the two is not substantial, it confirms the general 
perception that older people tend to be more risk averse. The vast majority of individuals 
who take out business insurance are married- 79%. This, in turn, could be due to the fact 
that people who are married tend to be more risk averse, they have at least one other 
person that depends on them and potentially more if they have children. Therefore they 
need to protect their business to ensure a steady income is made to support their family 
and taking-up business insurance serves as this protection.  
 
36% of individuals with business insurance had a Matric, a quarter had a post-Matric 
qualification and 20% had a university degree. When looking at these figures one must 
keep in mind that from the total population surveyed only 4% said they had a university 
degree, while approximately 30% said they had a Matric. Thus, more than half of the 
individuals with a university degree had business insurance, whereas only 15% of 
Matriculants did. This suggests that more educated individuals are more likely to take out 
insurance for their business. Individuals with a university degree are more likely to be 
able to understand the technicalities of insurance contracts, have greater exposure to 
insurance and are likely to be aware of the benefits insurance renders.  
 
The average monthly turnover and monthly net profit for a firm having business 
insurance is R59 415.89 and R24 103.95 respectively, compared to R7 634.32 and R2 
699.10 for firms that have none. This is a massive difference and helps to show that 
insurance is not necessarily affordable to everyone and firms with business insurance are 
more likely to be successful ones in terms of net profit and turnover. It is apparent that 
business insurance varies depending on the firm’s business activity. Reselling a product in 
the same form that it was bought is the dominant business activity in the sample, 
accounting for 44% of the sample surveyed. However, only 4% of firms selling goods in 
the form they were bought have business insurance. On the other hand a quarter of the 















Of the individuals with business insurance 64% own the premises which they operate 
from while 29% rent their premises. If the individual owns the premises they have a 
vested self-interest to ensure their business, the premises and its assets are adequately 
protected because the cost of any loss or damage will be borne by them. On the other 
hand, if the place of business is rented, a legal obligation may exist requiring the lessee to 
maintain the premises or an altruistic motive may induce people to protect their work 
place even if it does not belong to them. Businesses categorized as urban formal were 
most likely to hold business insurance, with those denoted as urban informal, tribal and 
rural formal registering a mere 8%. This result is not surprising and could be expected. 
 
Funeral and life insurance are the most common types of insurance policies taken out by 
the lower income population in South Africa. Thus, it is a good idea to distinguish 
between business insurance and funeral and life insurance. As mentioned above, 40% of 
individuals who had any type of insurance had business insurance. The data indicates that 
82% of the sample population with business insurance had funeral and life insurance too, 
suggesting a strong correlation between the two forms of insurance. 
 
Kernel density functions are used to see the distribution of the log of turnover, the 
measure of firm performance. Refer to the Appendix 2 for several examples. It is clear 
from the graphs that turnover follows a bimodal distribution, having two local maxima. 
The distribution peaks first where the log of turnover is around four and then at a higher 
level of turnover. The first peak is a lot higher than the second peak in all the examples. 
A possible explanation for the bimodal distribution is that a large number of SMEs are 
clustered around a relatively lower level of turnover and then another group, the more 
successful in terms of performance, at a higher level of turnover. It is interesting to note 
that the level of turnover where the second peak occurs is higher for SMEs with business 
insurance than those without. There is no obvious explanation for the sudden and sharp 
decrease after the first peak; it could be attributed to an external error in the sampling.   
 
The key findings from the descriptive statistics can be summarised as follows. No gender 
differentials are apparent; both are equally as likely to take out business insurance. Whites 
have the highest proportion of individuals with business insurance compared to the other 













individuals with a higher level of education. Firms with a higher net profit or turnover 
are more likely to have business insurance. Depending on what the firm’s business 
activity is will determine whether they hold business insurance and firms rendering a 
skilled service are the most likely to have business insurance.  If the premises where the 
firm operates are owned or rented then there is a higher likelihood of those firms holding 
business insurance. The last point to be highlighted is that high percentage of people 




4.1 The Determinants of Insurance Take-Up 
The results from the probit model, found in Table 3, show what factors determine 
whether a business owner had business insurance or not. Three specifications are used; 
the first (column 1) is a probit model with all firm and individual characteristics included, 
the second (column 2) looks at African owned SMEs only and the third (column 3) looks 
at individuals with a Matric and above as their level of education only. The results show a 
number of individual and firm characteristics that impact on the probability of taking-up 
business insurance.  
 
The first specification shows race as a prominent factor in the determination of the 
probability of business insurance take-up. Whites and Asians have a positive coefficient 
and are statistically significant, suggesting a higher probability that White and Asian SME 
owners will purchase business insurance relative to their African counterparts. The 
coefficient for Coloureds is insignificant, making them no more or less likely to purchase 
business insurance. Funeral and life insurance are positive and statistically significant at 
1%, which suggests that individuals with funeral and life insurance have a higher 
probability of having business insurance than those without.  
 
Education is another variable that appears to have an impact on business insurance take-
up. The results show that business owners with a level of education of a Matric or below 
have a significantly lower probability of having business insurance than their counterparts 













primary school or if they have some high school and it was statistically significant at the 
10% level for individuals with Matric. Owners who had no schooling or some primary 
schooling are omitted because they predict failure perfectly. Results were statistically 
insignificant for individuals with an apprenticeship or a post-Matric diploma, suggesting 
that they were not more or less likely to have business insurance than their counterparts 
with degrees.  
 
The coefficient for personal income of the business owner is positive and statistically 
significant, implying that individuals with higher personal income levels have a higher 
probability of purchasing business insurance. The number of employees is statistically 
significant at 1% and net profit at 10% suggesting that the probability of having business 
insurance is higher for larger firms or firms with higher net profit. An interesting result is 
owners who use the premises they operate from without paying rent have a higher 
probability of having business insurance than their counterparts who own the premises 
they work from.  
 
KZN and the North West are the only provinces that are statistically significant, both at 
5%, they have a lower probability of holding business insurance compared to their 
counterparts in Gauteng. The other provinces showed statistically insignificant results. 
None of the business activities performed by SMEs in the sample are statistically 
significant, suggesting that irrespective of the nature of the firm’s operations they were 
not more or less likely to hold business insurance.  
 
The two other specifications are used as a comparison to the first, in order to verify the 
results from the first specification- looking at Africans only and individuals with Matric 
level education and above only. Columns 2 and 3 in Table 3 show that most of the 
results are unchanged but there are a few factors that are now statistically significant in 
the light of the different specifications that were not apparent in the first case.  
 
With regard to the specification dealing with Africans only two variables become 
statistically significant. Firms that do not use the premises they work from in a 
conventional manner (for example rent or own) represented by ‘not applicable’ is now 
statistically significant at the 10% level. Firms operating in rural formal area are now 













significant in this specification namely: certain levels of education (primary school 
completed, some high school and Matric), net profit, the North West province and tribal 
area.  
 
The last specification (individuals with Matric or above) renders the same results as the 
first specification, although some levels of significance may differ. The only difference 
between the two specifications is that firms operating in rural formal areas are now 
statistically significant at 10%. Therefore the last specification reinforces the results 
found in the first specification. 
 
The above highlights key individual and firm characteristics that determine the purchase 
of business insurance. Firstly, race is a significant factor determining business insurance. 
Whites and Asians are significantly more likely to purchase business insurance than 
Africans. This suggests that Whites and Asians are likely to have a greater understanding 
about business insurance or that insurance companies focus their marketing towards 
them rather than towards Africans. The African segment from this sample was large and 
therefore it is important for the insurance company to reach them. Education is another 
contributing factor to business insurance take-up; less educated SME owners are less 
likely to purchase business insurance than owners with a degree. This supports earlier 
expectations that higher educated individuals are more likely to be more aware of 
insurance and be more knowledgeable about the industry. Insurance companies need 
find a way to educate firm owners about the importance of what business insurance is 
and how it will benefit the SME. Personal income of the SME owner is another 
significant determinant of business insurance take-up, owners with higher levels of 
personal income purchase more business insurance. This suggests that insurance is not 
necessarily available to everyone and one must have the means to purchase it.  
 
Two prominent firm characteristics of SMEs are: size and net profit. Larger firms 
purchase more insurance because these firms have potentially more to lose than smaller 
firms. However, a large number of SMEs only had one worker in the firm and could be 
an important segment for insurance companies to target. Net profit is a significant 
determinant of business insurance take-up; higher levels of net profit increase the 














4.2 Insurance Take-Up and Firm Performance 
The OLS regression in Table 4 is used to verify the relationship between turnover and 
business insurance. The relationship is examined to identify whether more SMEs would 
benefit, in terms of firm performance, if they were insuring some of their key business 
assets or not. Thus the most important result lies in examining the coefficient of business 
insurance. Two specifications are used, the first separates business activities into two 
groups: sales and services while the second specification looks at the business activities 
individually. This is done to verify whether there is a difference in results when the 
activities are grouped or tested individually. The results show a strong positive 
relationship between turnover and business insurance. Some of the other factors 
affecting turnover are worthy of noting as well. 
 
The male coefficient is positive and significant, suggesting that male owners earn higher 
turnover than females. The only race coefficient that is statistically significant is for 
Coloureds and is positive, suggesting Coloureds earn more turnover than Africans. The 
coefficients for no schooling and some primary schooling are negative and statistically 
significant at 1% and 10% respectively, implying that individuals with these levels of 
education have lower turnover than business owners with degrees. Personal income of 
the SME owner is also positive and significant- higher personal income renders higher 
turnover for the firm.  
 
The older and larger the firm the higher its turnover, this result is highlighted in the 
coefficients for the number of full-time employees and the year the SME started being 
both positive and significant. Several of the business activities are statistically significant 
including: selling something the owner has made, selling something from nature, selling 
something grown, rendering a skilled service and rendering a professional service. All the 
statistically significant activities are negatively related to turnover compared to selling 
something in the same form it was bought. When the business activities are grouped into 
sales and service neither of the variables is statistically significant.  
 
There are statistically significant results found regarding the location of the SME. Five of 
the coefficients of provinces are significant, with Free State, Western Cape and Limpopo 
being negative and Northern Cape and KZN being positive- compared to their 













significant coefficient, implying that turnover for these firms is lower than for firms in 
urban formal areas.  
 
As noted above, endogeneity is likely to arise in the OLS regression and 2 SLS approach 
is used as an attempt to control this endogeneity. Two alternative specifications are used- 
each with a different instrument. Marriage is used as an instrument in the first 
specification and funeral cover in the second (see Table 5). The main focus is on the 
estimation using funeral cover as it is a more appropriate instrument and the results for 
the first IV are just briefly mentioned. In the first stage of the estimation being married is 
statistically significant at 5% and is positively related to business insurance. This supports 
the argument that individuals who are more risk averse and are more likely to hold 
business insurance. In the second stage of the specification business insurance is not 
statistically significant, implying that it has no relationship between business insurance 
and firm turnover.  
 
Now looking at the second estimation, using funeral cover to instrument for business 
insurance. It is argued that there is no correlation between funeral cover and firm 
turnover. In the first stage regression the coefficient of funeral cover is positive and 
statistically significant and the F statistic, 211.676, is above the critical value at the 1% 
level, therefore confirming that funeral cover is a valid instrument. The positive and 
significant coefficient of funeral cover suggests that the more funeral cover a business 
owner has the more business insurance they will purchase. 
 
In the second stage the coefficient for business insurance is positive and significant at 
1%, confirming that SMEs with business insurance have higher turnover. The results are 
fairly consistent with those of the OLS regression; with a few exceptions- some of the 
exceptions are mentioned (refer to table 5 for all the results). The coefficient for Asians is 
now statistically significant and positively related to turnover compared to Africans. The 
coefficient for some primary school is no longer statistically significant. SMEs located in 
a tribal area are now significant and positively related to turnover compared to firms in 
urban formal areas.  
 
The above estimations show that business insurance positively impacts firm 













result of the paper. The purchase of risk mitigation instruments significantly improves 
turnover of SMEs in South Africa. This suggests that if SMEs have access to business 
insurance and are willing and able to purchase it they are likely to perform better than a 
firm with no business insurance. Business insurance may be one way to support and 





Micro-finance is a growing area in development literature with extensive literature 
available on micro-credit but very little has been done on micro-insurance. This paper 
attempts to identify the determinants of business insurance take up by SME owners in 
South Africa. Key determinants of the likelihood of having business insurance obtained 
from the probit specifications include individual characteristics such as the owner’s race, 
education and personal income, and whether the owner purchased funeral and life 
insurance. Firm’s size and net profit were also found to be determinants of business 
insurance take-up. The research was extended and looked into how business insurance 
affects firm performance. The results of the research showed a positive and statistically 
significant relationship between business insurance and firm turnover. These results 
suggest that business insurance acts as a good risk mitigation instrument for SMEs, and 
is a key determinant of firm growth and performance.   
 
There is room for further research. Firstly, because the data set was available for one 
period only (2010) there is likely to be omitted variable bias in the results. Panel data 
taken over a longer time period would help control for omitted variable bias and produce 
more accurate results. One could also look into the supply-side of the story, identifying 
why many insurance companies do not see SMEs as a large target market and whether 
insurance companies even regard them as potential customers. Lastly, one could 
investigate why the take-up rate is low for SMEs. Is it because marketing strategies are 














6. Tables  
6.1 Descriptive Statistics 


































Source: Own Calculations from FinScope Survey 2010. 
Note: The t-statistics represents the equivalence in means between the individual and firm characteristics in the 
sample of SMEs with business insurance on the one hand and no business insurance on the other.  
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Source: FinScope Survey Data 2010.  
Notes: 1) * significant 10%, ** significant 5%, *** significant 1%.  
2) The table reports probit results on the probability of business insurance take-up on a set of individual and firm characteristics.  
3) Three specifications are used: the first with all the individual and firm characteristics, the second looking at African only and 
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Source: FinScope Survey Data 2010.  
Notes: 1) * significant 10%, ** significant 5%, *** significant 1%.  
2) The table reports results from ordinary least squares on the probability on a set of individual and firm characteristics to 
identify the effect of business insurance on firm performance. 
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Source: FinScope Survey Data 2010.  
Notes: 1) * significant 10%, ** significant 5%, *** significant 1%.  
2) The table reports results from two-stage IV regression- using funeral cover as an instrument for business insurance. 
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7.2 Appendix 2: Kernel Densities 
7.2.1 Log of Turnover 
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